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This document may contain taxpayer information subject to
section 6103. This document may also contain confidential
information subject to the attorney-client and deliberative
process privileges, and may also have been prepared in
anticipaticon of litigation. Therefore, this document shall not
be disclosed to taxpayers or their representatives or disclosed
or circulated beyond office personnel having the requisite "need
o know. "

On March 17, 1999, Attorney [ 214 the case agents
participated in a telephone conference with numerous individuals
from the 0ffice of Chief Counsel concerning the lease stripping
transaction entered into by [} Inc. During the conferences, the
Naticnal Office suggested that additional arguments be cecnsidered
by the case agent in reviewing the validity of the lease
stripping transaction. Based upcn infcrmation set forth in the
propesed revenue agent's report, the National Office has
suggested consideration of the following arcuments, which are
generally applicable to lease stripping transactions.

Step Transaction Issue

LAW AND ANALYSIS

The step transaction doctrine is a rule of substance over
foerm that treats a series of formally separate but related steps
as a single transacticn i1f the steps are in substance integrated,
interdependent and focused towards a particular result. Penrod v,
Commisgioner, 88 T.C. 1415, 1428 (1987).

The step transacticn doctrine, as described above, allows
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the Service to argue that certain econeomically meaningless steps

of a transaction can be collapsed or ignored. Thus, the issue is

whether the step transaction doctrine can be applied in this case
to eliminate economically meaningless steps.

CASE DEVELOPMENT, HAZARDS AND OTHER CONSIDERATIONS:

The National Cffice has indicatad that before it can comment
on whether the step transaction doctrine applies in this case,
they would need to knew exactly how the agent would
recharacterize the lease stripping transaction. In other words,
they would need to know the specific steps that, in substance,
occurred.

I.R.C. § 269 Issus

LAW AND ANALYSIS

Section 269(a) authorizes the Service {o disallow any
deduction or other allowance if: (1) any person or persons
directly or indirectly acquire contrel of a corporation or (2)
any cerporation acquires property from an unrelated corporation
in a transaction in which the basis of the property carries cver,
and, in either case, the principal purpeose for the acquisitian is
to evade or avoid Federal income tax by securing the benefit of a
deducticn or cother allowance that such person or corporatlon
would net otherwise enjoy.

(0)B)(AC), (b)(7)a
(b)(5)(AC), (b)(7)a
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I.R.C. § 351 Issue

LAW AND ANALYSIS

(b)(5)(AC), (b)(7)a
b)(5)(AC), (b)(Na

Generally, I.R.C. § 351 provides that investors do not
recognize gain or loss 1f they transfer property to a corporation
solely in exchange for its stock and if the transferors, as a
group, are in control of the transferee corporation ilmmediately
after the exchange. For purposes of I.R.C. § 351, control is
defined as cownership of 80 percent of the total combined voting
power of all classes entitled te vote and 50 percent of the total
number of shares of 'all other classes of stock of the transferes
corporation (I.R.C. §§ 331(a) and 368(c)). The cownership
interests of all transfercrs participating in & single
transacticn are aggregated to determine whether the control test
1s met. Subject to certain limitations, tc determine control, a
group of transferors may include all of the transferee stock
owned by each transferor participating in the transaction, not:
just the shares the transferors receive in the current
transaction.

If I.R.C: § 351 zpplies to an exchange, under I.R.C. §
362 (a) (1) the transferee corporation takes the same basis in the
assets it received from the transferor as the transferor had in
such assets increased by the amount of gain, if any, recognized
Lo the transferor. (b)(5)(AC), (b)(7)a
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bead. a S—

DYBIAC). (bY(Na

AV Coinions discussing other ILR.C. § 351 issues

cften indicate that the taxpayer had a2 valid business purpcse for
the transaction in question. See Hempt Bros., Inc. v. United
States, 480 F.24 1172, 1178 (34 Cir. 1974), cert. denied, 418
U.S. 826 (1974); Stewart v. Commissioner, 714 F.2d 3977, 992 (9th
Cir. 1983} . Perhaps the most thorough judicial exploration of the
business purpose doctrine in I.R.C. § 351 is in Caruth v. United
States, 688 F. Supp. 1129, 1138-41 (N.D. Tex. 1987), aff'd, 8§65
F.2d 644 (5th Cir. 1989). In Caruth, the court explains that
I.R.C. & 351 is tied very closely to the recrganization
provisions and reasons that the doctrines applicable there are
equally valid for capital contributions. Under Caruth, the
business purpose requirement for I.R.C. § 331 transactions
appears to be the same as the business purpose reguirement for
acquisitive reorganizations. Generally, I.R.C. §& 351 will apply.
to a transaction if the taxpayer has a valid business purpose for
the transaction other than tax savings. See Stewart v,
Commissioner, 714 F.2d 977,93%1 (9th Cir. 1983); Rev. Rul. 60-331,
1960-2 C.B. 189, 191.

CASE DEVELCOPMENT, HAZARDS AND OTHER CONSIDERATIONS:
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b)(5)(AC), (b)(7)a

(b)(B)(AC), (b)(7)a

M

I.R.C. § 482 Issue
LAW AND ANALYSIS

Generally, in order for I.R.C. § 482 to apply to a
transaction, the transacticn must be between twe or mere entities
owned or controlled by the same interests. I.R.C. § 482. To the
extent that it can be shown that a transaction was carried cut
pursuant to a common design intended te effect an arbitrary
shifting of income and deductions, the participants in the common
design may be treated for purposes of the transaction as
"controlled by the same interests" for the purpcses cof I.R.C.

§ 482. Accordingly, in the lease stripping context, I.R.C. § 482
may be applied to prevent the arbitrary separation ¢f deductions
{steered to the entity subject to the U.S.'s taxing jurisdiction)
from the income associated with those deductions (steered to an
entity exempt from the U.S.'s taxing jurisdiction). '

A. Section 482 -- Generally
Section 482 provides the following:

In any case of two or more organizations, trades, or
businesses gowned or ceonfrolled directly or indirectly by the
same interests, the Secretary may distribute apportion, or
allocate gross income, deductions... between or among such
organizations...if he determines that such distributicn,
apportionment, or allocation is necessary in order to
pravent evasicn of taxes or clearly to reflect the income of
any of such organizations. [Emphasis added].

Thus, 1in order for I.R.C. § 482 to apply Lo a transaction,
the transaction must be between two or more entities owned or
controlled by the same interests. As there is no commen ownership
among the participants to the transaction (other than s
ownership of ﬁ) , the primary question under I.R.C. § 482
becomes whether any of the participants, particularly the trust,
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are controlled by the same interests.
B. Legal Standard for Control

The I.R.C. § 482 regulations define control "te include any
kind of control, direct or indirect, whether legally enfecrceable,
and however exercisable or exercised.” Treas. Reg. § 1.482-

1({a} (3}, 1968-1 C.B. 218, Treas. Reg. § 1.482~-IT(qg){(4), 1993-1
C.B. 90; Treas. Reg. § 1.482-1(i) (4), 1994~2 C.B. 93. See also
Appeal of Tsse Koch & Companv, Inc., 1 B.T.A. 624,627 (1925),
acg., 1925-1 C.B. 2 {("(Clontrel neot arising or flowing from
legally enforceable means may be just as effective in evading
taxation as if found on the most formal and readily enforceable
legal instrument."). The regulations also state that "[iit is the
reality of control that is decisive," rather than a rigid focus
on record ownership ¢f the entities at issue. Id. Acgord, Ach v.
Commissioner, 42 T.C. 114 (1964), aff'd, 358 F.2d 342 (6th Cir.),
cert denied, 385 U.S. 883 (1%68); Grenada Indus., Inc. v.
Commissioner, 17 T.C. 231 (1651}, aff'd, 202 F.2d 873 (5th Cir.
1833), cert. denied, 346 U.S. 81% (1953), acg. in part and
nenacg, in part, 1952-2 C.B., 2, 5; Rev, Rul, 85-142, 1%65-1 C.B.
223,224; Charles Town, Inc. v. Commissioner, 372 F.2d 415 (4th
Cir. 1%67), aff'g, T.C. Memo. 1966-015, cert. denied, 38% U.S.
g§41 {1%9e7).

Moreover, the 1%€8 regulations provide that a "presumption
of contrel arises if income or deductions have been arbitrarily
shifted.” Treas. Reg. § 1.482-1(a) (3) (1968). See Dallas Ceramic
Co. v. Commissigner, 598 F.2d 1382, 1389 (Sth Cir. 1879}, rev'g,
35 A.F.T.R.2d (RIAR) ¥ 75-394 (N.D. Tex. 1974) (holding that based
on Treas. Reg. § 1.482-1(a)(3) {1968), the Service properly
argued that proof of income shifting between two corporations
establishes a presumpticn of common ceontrol). Accerd, Hall v.
Commissioner, 294 F.2d 82 (5th Cir. 196l), aff'g, 32 T.C. 390
(1859), acg., 185%-2 C.B. 4 (referring to Reg. 111 § 28.45-1).
The 1993 and 1994 regulations also contain this presumption, and
add that control may exist as a result of the actions of "twe or
more taxpayers acting in concert with a common goal or purpose.”
Treas. Reg. § 1.482-IT(qg) (4) (1993); Treas. Reg. § 1.482-1(1i) (4)
(1994) . Accord DHL Corp. v. Commissioner, T.C., Memo. 13998-4¢1
("[Wlhen the interests contreolling cne entity and those
controlling another have a common interest in shifting income
from the former to the latter, entities may be considered
commonly contrclled (in determining whether the control
reguirement under the 19868 regulations is satisfied]."™). Thus,
under the regqulaticons, joint, legal ownership, or overlapping
ownership, is not required for unrelated corporations to come
within the purview of I.R.C. § 482 if income or deduction
shifting is present, or if there is common gcal to shift income
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or deductions. But see Lake Frie & Pittsburgh Railway Co. v.
Commissioner, 5 T.C. 358 (1943}, acg., 1945 C.B. 5, &acg.-
withdrawn and substituted for nonacg., Rev. Rul. 65-142, 1965-1
C.B. 223; B. Forman v. Commissioner, 54 T.C. 912 {187C), rev'd in
relevant part, 453 F.2d 1144 {24 Cir. 1972), cert denied, 407
U.S. 934 (1972), reh'ag denied, 409 U.S. 899 (1972), nonacg, 1575~
2 C.B. 3 (nonacguiescence relates to tThe Tax Court opinion only,
as the Second Circuit adeopted an interpretation ¢f contreol that
i5 ceonsistent with 1968, 19393, and 1994 I.R.C. § 482
regulations) .

Where the Service seeks to establish common control due to
the presence of an artificial shifting of income and deducticns,
it is the Service's burden toc prove the applicability of I.R.C. §
482 by establishing a shifting cof income and deducticns. Dallas
Ceramic Tile Co., at 1380. (b)(5)(AC), (b)(7)a

C. Legal Standard for "Same Interests"

If control is found to exist, the Service may allocate
income and deductions among members of the "controlled group.”
- Treas. Reg. § 1.482-1(b) (1) (1968); Treas. Reg. § 1.482-IT(a) (2}
(1993); Treas. Reg. § 1.482-1(a){2) (18%4). A contrclled group or
controlled taxpayer i1s defined to mean the entities owned or
controlled by the "same interests," and includes the taxpayer
that owns or controls other taxpayers. Treas. Reg. § 1.482-
1(a) (5) (1968); Treas. Reg. §§ 1.482-1T(4), (35} {1983}; Treas.
Reg. §§ 1.482-1(1i) (5), (&) (19%4). Unlike the term "control," the
phrase "same interests” is not defined in the I.R.C. § 482
regulations. Case law as well as the legislative history of
I.R.C. § 482 provide guidance, however.

Section 482 was enacted to prevent the artificial shifting
cf income between ccntrolled taxpayers to avoid Federal taxes,
and thereby "milk" a taxable entity, i.e., placing deductions in
one entity and income related to those deductions in another
entity. Brittincham v. Commissioner, 5%8 F.2d 1373, 1379 (5th
‘Cir. 1979), citing, E. Rep. Neo.2, 70th Cong., 1lst Sess. (1927},
193%-1 C.B. (Part 2) 384,385; S. Rep. No. 860, 7Cth Cong., lst
Sess. (1928}, 19338-1 C.B. {(Part 2) 408,426. See alsg H. Rep. No.
350 and S. Rep. No. 275, 67th Cong., 1st Sess. (1921). In using
the term "same interests," Congress intended to include mcre than
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"the same persons"” or "the same individvals." Brittingham, 598
F.2d at 1378; South Texas Rice Warehousge Co. v. Commissicner, 366
F.2d 880, 894-95 (5th Cir. 1366}, aff'g, 43 T.C. 540 (1965),
cert. denied, 386 U.S. 1016 (1967); Appeal of Rishell Phonoaraph
Co., 2 B.T.A. 222,233 (1925). See also LX1l-Part 6 Cong. Rec. 5827
(1921) (statement of Sen. King referring to the "same forces"
controlling a number of corporations). Different persons with a
common goal or purpcse for artificially shifting income can
constitute the "same interests" for the purpcoses of the statute.
South Texas Rice Warehcuse, 366 F.2d at 89%4-95. See also
Brittingham, 528 F.2d at 1378-79%, c¢iting Ach, 42 T.C. at 125-26
(The phrase, "same interests," should not be narrowly construed
to frustrate the intent of I.R.C. § 482); Rishell Phonograph, 2
B.T.A. at 233 ("If 'the same interests' was intended to mean only
"the same persons,' 1t would have been easy for Congress, by
using the latter term, to have avoided all ambiguity."). Acccra
Grenada Indus. :

Thus, i1t is not necessary that the same person or persons
own cor control each controlled business before I.R.C. § 482 can
be applied, but there must be a common design for the shifting of
income in corder for different entities to constitute the "same
interests.” Indeed, this definition of same interests is
identical teo the definiticon of control (and the presumption
relating thereto} in the regulations and case law. Consequently,
if there is a common design for shifting income or deductions,
then the requirements for control and same interests will be met.

D. Control by the Same Interests in the Transaction

1. Common Plan Theory

Based on the facts as presented, we believe the parties to
the transacticn likely acted pursuant to a common plan to shift
income and deductions in a manner that was beneficilal to each
participant in the tJ:'alnsc-a.ctior'x.(b)(S)(AC),(b)ma

Further, based on: (1) the close proximity in time between
the varicus steps and (2) the peculiarly circular cash flcws
between the parties to the transaction, it is believed that each
of the parties toc the transaction acted pursuant to a common plan
to effect the lease strip. mEINeWR

(b)B)(AC), (b)(7)a
(b)(5)(AC), (b)(7)a

2. Alternative Control Theory ~- Ability to Direct the
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Actions

The Examination team may wish to establish control among the
participants under an alternative theory that does not rely on
evidence of a common plan. Specifically, 1if it can be shown that
certain particlpants had the ability to direct the acticns of
other participants, centrol may be found to exist. See, Hall, 32
T.C. at 40¢-10 (An arbitrary shifting of income coupled with the
ability to direct the actions cof an entity establishes control
for the purposes of I.R.C. § 482, whether or not ownership

SR SEREE 1)(5)(AC), (b)(7)a

(b)B)(AC), (b)(7)a

E. Section 482's Application to the Transaction -- In General

Generally, the Service has considered zpplying I.R.C. § 482
to lease stripping transactions under three alternative analyses.
The application of these three analyses to a lease stripping
transaction, however, does not preclude the application of other
theories, such as the sham and step-transaction doctrines, to the
Cransaction. The I1.R.C. § 482 analyses should be applied in
conjunction with these cther theories, because I.R.C. § 482
applies whether or not a transaction is a sham ¢r otherwise
colorable where a transaction is merely a device to shift income
or deductions. Treas. Reg. § 1.482-1(c) (1968); Treas. Reg. §
1.482-1T(d) (1) (i} (1993); Treas. Reg. § 1.482-1(f) (1) (i) (19%4);
G.D. Searle & Co. v. Commissicner, 88 T.C. 252, 367 (1%87).

1. Economic Substance

Section 482 overlaps with the case law relating to economic.
substance and sham doctrines by allowing the Service, 1n certain
instances, to disregard contractual terms and agreements and to
recharacterize a transaction. See Treas. Reg. §§ 1.482-
2T(a) (1) (11) (B), -2T(a) (3) (1993); Treas. Reg. §§ 1.482-1
(€) (3) (11) (B) (1), 1(d) (3)(ii) (C) ex. 3,-1(f){(2){il),~-

2(a) (1) (i1) (B),-2(a} {3),-4(£f) (3) (11} (A) (1994). See also, B.
Forman, supra, 433 F.2d at 1160-1, and Medieval Attractions
N.V.v. Commissioner, T.C. Memo. 1996-433 (RIA) 3277, 3322
(applying the 1968 I.R.C. § 482 regulations to analyze the
econcmic substance of intercompany contracts). However, the
I.R.C. § 482 regulations expand upon case law principles and
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provide additional guidance in specific areas. Specifically, the
regulations provide the following:

The contractual terms, including the consequent allocation
of risks, that are agreed to in writing before the transactions
are entered into will be respected if such terms are consistent
with the econocmic substance of the underlving transacticns. In
evaluating econcmic substance, great weight will be glven to the
actual cenduct of the parties, and the respective legal rights of
the parties. TIf the contractual terms are inconsistent with
economic substance of the underlying transacticn, the Service may
disregard such terms and impute terms that are consistent with
The economic substance of the transaction.

Treas. Reg. § 1.482-1(d) (3} (1ii) (B) (1894); Treas. Reg. §
1.482-IT(d) (1} ({1993). Thus, I.R.C. § 482 prcvides an alternative
approach te challenging the transaction by providing additional
criteria under which to apply the econcmic substance and sham
inquiries to the parties' conduct and not restricting the
Service's allocation authority to instances of "colorable”" or
"sham" transactions. See G.D. Searle, 88 T.C. at 367. We note
that in the context of the transaction {(and similar tax-shelter

.transactions), this allocation authority would exist only where
there is a common tax avoldance scheme among the participants to
arbitrarily shift income and/or deductions. [Note, the prior
sentence does not apply to the alternative theory discussed above
for establishing control (the ability to direct the actions of
certain participants).] '

Under the first I.R.C. § 482 analysis, the economic
substance of a transaction subject to I.R.C. § 482 is analyzed by
focusing on the parties' actual conduct; the economic risks
purportedly transferred; and whether, from a business
perspective, the transacticn makes objective business sense, or
under the language of some cases, would have been entered into by
a "hard-headed business (person]." See Treas. Reg. § 1.482-

1{d) (1) (1968); Treas. Reg. § 1.482-IT(d) (1) (19%3); Treas. Reg.
§ 1.482-1(d) (3) (1i1) (B) (1994). Where the economic substance of a
transaction is inconsistent with the parties' purported
characterization, the Service may disregard the contractual terms
underlying the transaction and treat the transaction consistent
with its economic substance. This treatment may result in a
denial of deductions arising from the transacticn at issue. See,
e.d., B. Forman, 453 F.2d at 1160-1; Medieval Attractions, at
3322 (royalty payments lacked economic substance under I.R.C. §
482, because the foreign payee was not the creator or developer
of, nor in substance had the ability te, transfer intangibles.).

(b)(5)(AC), (b)(7)a




-

- . 1

cc I v -v-7091-98 page 11

2. Section 482's Role in Nonrecogniticn Transactilons

The second I.R.C. § 482 analysis that may be applied to the
transaction relates te its role in nonrecognition transactions,
such as I.R.C. § 351 transactions. Specifically, I.R.C. § 482 may
apply in nonrecognition transacticns to prevent the avoidance of
taxes or clearly reflect income. For example, I.R.C. § 482 may
allocate income and deductions attrikbutable to an entity's
disposition of built-in-loss (and gain) property, which it
acguired in a nonrecognition transacticn, to the contrikbuting
sharehclder (or partner). See Treas. Reg. § 1.482-1(d) (5) (1968);
Treas. Reg. § 1.482-1T(d) (1) (iii) {1993); Treas. Reg. § 1.482-
L(E) {1){(iii) {1994); National Securities Corp. v. Commissioner,
137 F.2d 60C (3d Cir. 1%43), aff'g, 46 B.T.A. 562 {1842}, cert.
denied, 320 U.S. 794 (15943); Ruddick Corp. v. United States, 543
F.2d 747 (Cl. Ct., 1981}, on remand, 3 Cl. Ct. 81, 65 (1983),
aff'd without opinion, 732 F.2d 168 (Fed. Cir. 1984);
Northwestern Nat. Bank of Minneapclis v. United States, 5356 F.2d
889, 892 (8th Cir. 1377), aff'g, 37 A.F.T.R.2d4 §76-14C0 (D. Minn.
1376); Dolese v. Commissioner, 811 F.2d 543 (10th Cir. 1887},
aff'g, 82 T.C. 830 (1984); Foster v. Commissgioner, 80 T.C. 34,
1eC, 172-77 (1983), aff'd in relevant part, 756 F.2d 1430, 1433-4
(9th Cir. 1983), cert. denied, 474 U.S. 1055 (1%86). See also,
Ell Lilv & Co. v, Commissigner, 84 T.C. 996, 1119 (1983), aff'd
in part, rev'd in part, 856 F.2d 855 (7th Cir. 1988} (restricting

.R.C. § 482's application to nonrecognltlon transactions in
cases of tax avocidance).

The above analysis, relating to the reallécation to the
contributing shareholder of the deduction attrikbutable to an
entity's disposition of built-in-loss property, may also be
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applied to reallocate to the contributing shareheolder the
entity's depreciation deductions on built-in loss property, to
the extent those deductions are attributable to the portion of
the property's basis in excess of the property's fair market
value at the time of the contribution. (By analcgy, see the
language of I.R.C. § 382(h} (2)(B), concerning the treatment of
depreciation deductions attributable to built-in losses). [INOWNORG

Furthermeore, in the lease stripping context, this analysis
applies by likening the contribution (in a nonrecognition
transaction) of the cobligation tc pay rent after the income has
been stripped off to a contribution of built-in-loss property.
This is because the stripping off of income, combined with the
continuing obligation to pay rent, creates continuing tax
deductions {losses). This is in spite of the fact that the
transferee (in the nonrecognition transaction) will pay little,
if any, cut-of-packet cash. This is attributable to the fact that
the cash inflows, consisting largely of (tax—~free) principal,
will offset the deductible outflows for rent. Accordingly, if =z
tax avoidance motive 1s present, which is cften the case in lease
stripping transactions, it is appropriate to alleocate the built-
in loss to the tax-exempt, contributing shareholder and prevent
the evasicn of taxes by the "investor."

3. Clear Reflaction of Income & Preventicn of the Evasion of
Taxes

The third theory under which a lease stripping transaction
may Be analyzed under I.R.C. § 482 relates to the Service's
ability to azllocate income and deductions in order to clearly
reflect income and/or prevent the evasicn of taxes. I.R.C. § 482;
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Treas. Reg. § 1.482-1(d) (1) (1968); Treas. Reg. § 1.482-IT(a) (1}
(1993); Treas. Reg. § 1.482-1(a){1)(1994). This analysis, and the
case law affirming the Service's exercise of this allocation
authority, 1is not based upon an economic-substance analysis.
Rather, it focuses on the distertions in taxable income caused by
the separation of income from deducticns. See Central Cuba Sugar
Co. v. Commissicner, 198 F.2d 214 (2d Cir. 1851), rev'g, 16 T.C.
882, cert. denied, 344 U.S. 874 (1952); Roonevy v. United States,
305 F.24 681 (9th Cir. 1%&2). :

As stated in Notice 95-353, 1995-2 C.B. 334, the separation
of income from deductions in lease stripping transactions does
not clearly reflect income, particularly where they are achieved
through a transaction structured to evade taxes. Lease stripping
transactions are cften effected by (a) creating an artificial
separaticn of the rental income from the associated deductions by
accelerating the rental income in the hands of an entity not
subject to the U.S.'s taxing jurisdiction, and (b) by placing the
deductions associated with the rental income in an entity subject
to U.3. tax. See Notice 9%5-53. In such an instance, the Service
may prevent this artificial shifting of income and deductions by
(1) allocating the rental deductions from the U.S. taxpayer to
the tax-exempt entity, or (2) allocating the rental income from
the tax-exempt entity to the U.S. taxpayer. See, e.g., Charles
Town, Inc. v. Commissioner, 372 F.2d 415 (4th Cir. 1987), afl'qg,
T.C. Memo. 1966-015, cert. denied, 389 U.s. 841 (1987); J.R. Land
Co. v. Commissioner, 361 ¥.2d 607,608-10 (4th Cir. 1966), aff'g
sub nom, Brentwood Homes, Inc. v. United States, 240 F. Supp. 378
(E.D.N.C, 1965); Central Cuba Sugar Co. v. Commissionsx, 1%8 F.2d
214 (2d Cir.), rev'g, 16 T.C. 882 (1951}, cert. denied, 344 U.S.
B74 (1852); Roonev v. United States, 305 F.2d &8l (gth Cir.

1962); Advance Machinery Exchanage, Inc. v . Commissioner, 196
F.2d 1006 (2d Cir. 19%52), cert. denied, 344 U.S. 835 (1952).

Accordingly, it may be appropriate te either (1) allocate
's decductiocns to the trust during the period the trust

owned stock of | oz (2) allocate inccme to M in
proportion tec the period M cvned the interest in the
equipment and leases, if such is the case. Such an allocation
would match the income and the deductions associazted with the
income, and thereby constitute a clearer reflection of income
than that which 1s represented by the transacticn. Concomitantly,
the evasicn of taxes would be prevented.

CASE DEVELOPMENT, HAZARDS AND OTHER CONSIDERATIONS
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(b)(5)(AC), (b)(7)a
(b)S)AC), (b)(7)a ‘

(b)(S)(AC), (b)(7)a

(B)E)AC), (b)(7)a

(b)(5)(AC), (b)(7)a
(b)(5)(AC), (b)(7)a
(b)S)(AC), (b)(7)a

(B)XE)AC). (B)(7)a

(b)(5)(AC), (b)(7)a
l(b)(5)(AC), (b)(7)a
b)(5)(AC), (b)(Na
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(b)(5)(AC), (b)(7)a
DY5)AC). (b)(/)a

b)(5)(AC), (b)(N)a

p)(5)AC). (D)(7)a

(b)B)(AC), (b)(7)a
b)(5)(AC), (b)(Na
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Assoclate District Counsel
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Office of Chief Counsel
Internal Revenue Service

memorandum
cc:lll: I T1.-N-7091-98
]

4PR (1 1999
I, - oo

Examination Division, Group

Associate District Counsel, [

B I

Lease Stripping Transaction

By memorandum dated December 10, 1998, this office provided
advice concerning the - lease stripping issue. On March 17,
1999, attorney N :nd the case agents participated in a
telephone conference with numerous individuals from the QOffice of
Chief Counsel with respect to the issue. During the conference,
the National Qffice offered additional theeories that should be
considered by the case agent in attacking the validity of the
lease stripping transaction.

advised that an arqument under section 162 may
stand on its own merits. For instance, even 1f the antire

transaction is not considered a sham, that is, if the debts
created were genuine, the court may still reject the transaction.
In Goldstein v, Commissicner, 364 F.2d 734, 742 (2d Cir. 1968),
the deductions were disallowed on the grounds that the
transaction lacked any expectation of profit and was entered into
by petitioner without any purpcse except tc obtain an interest
deduction. In this case, the rental expense deductions taken by
B -:on be denied because M had no intent to earn an
economic profit from the transaction, as required under section
182. Portland golf Club v. Commissicner, 497 U.S5. 134, 169
(199C) . For example, the fact that the rental pavments freom the
end users nad been accelerated and passed through to the non-
taxable entity prior to IS 5 invcolvement indicated that

never intended to make an ecconomic profit., Additicnally,
1f the residual interests in the equipment were overvalued and
unrealistic, this may be an indication that _ never
intended to profit from the leases or the equipment.

The National Cffice alsc provided comments concerning the
applicability of Rev. Rul. 1999-14, 1999-13 I.R.B. 1, to the
facts of this case. In that revenue ruling, the Service
cencluded that "lease-in, lease-out" (LILQO) transactions have no
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economic substance because the transaction lacks the potential
for any significant economic consequences other than the creation
cf tax benefits. The Service stated that the presence of an
insignificant pretax profit is not encugh to imbue the
transaction with ecconomic substance. As suppcrt, the Service
pointed to: (1) the circular flow of cash of the prepayment,
deposit interest, sublease payments and loan interest payments,
which eliminates any real economic affect ¢f the deal; (2) the
U.S. taxpayer's and bank's minimal economic risk due to the
arrangements with the bank, which tie up the funds; and (3) the
U.S. taxpayer's minimal exposure tc the head lease residuzl due
tc the expectation that the fereign entity will either exercise
its opticn or be forced to renew the sublease as required by the
parties' arrangement. As a result of the transaction lacking
economic substance, the Service concluded that the U.S. Taxpayer
may not deduct, under secticns 162 and 163, rent and interest
pald or incurred in connection with the transaction.

The form ¢f the parties' lease stripping transacticn dces
not appear to reflect the transactions' econcmic substance.
Since the Service believes that the lease stripping transactions
have characteristics similar tc that of LILO transactions, it is
- recommended that consideration be given to an appreach similar to
that used by the Service in Rev. Rul. 299-14 to deny -, Inc.
rental and.interest deductions incurred in connection with the
lease stripping transactlons at issue.

We are advised that the Naticnal Cffice shall provide
comments on making arguments under sections 482, 26% and 3Z1.
Thaose comments will be shared with you upon receipt.

/5/

Asscociate District Counsel
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to:

from:

subject:

Office of Chief Counsel
Internal Revenue Service

memorandum |
CC:HIE- I ©L-V-7091-38
.

DEC 10 1999

, Case Manager
Examination Division, Group

Associate District Counsel, G

.l., Inc.

Lease Stripping Transaction

This document may contain taxpayer information subject to
section 61G3. /this document may also contain confidential
infermation subject to the attorney-client and deliberative process
rrivileges, and may also have been prepared in anticipation of
litigation. Therefore, this document shall not be discleosed to
taxpayers or their representatives or disclosed or circulated
beyond office personnel having the requisite "need to know."

This is in response to your request for advice regarding the
BN Lcase stripping issue.

ISSUE

Whether the sale of certain end user leases may be
recharacterized by the Service as financing arrangements.

CONCLUSTION

Based upon the facts zs currently devaloped, it does not
appear that the transactions may be characterized as financing
arrangements.

FACTUAL BACKGROUND

All of the facts set forth herein have been provided by the
examining agent.

nc. is a [l czxpayer currently under audit in the

District Ffor the taxable vears R zncd . l
OWns of the stock ofj which in turn owns 5 of

the commen stock cf [ A T T -7 B :-- ncnvers
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of the consclidated income tax return filed by [ Inc.

During the year taxable I, N =ntered into four
complex leasing transactions invelving numerous related and
unrelated entities. The apparent purpcse of the transactions was
to create a mismatch of income and deductions. Three of the
leasing transactions involved sale and leasebacks of the property,
an assignment of future rental income culminating in the
acceleration of that income, and a purported tax-free exchange
under section 351. The examination team continues to develop the
facts involved in these transactions and intends to assert
arguments based upecn, amcng other things, the lack ¢f economic
substance, sham transacticons and step transaction doctrine.
Although the examinaticn team shall continue developing this case
with a view toward the various theories available to disallow the
paper losses, the examiner has requested our views concerning
whether the assignment of the lessor's rights may be considered a
financing arrangement rather than a bona fide sale.

"According to the revenue agent, the sale versus financial
arrangement lssue exists in three of the four transacticons entered
into by the taxpayer. These leasing transactions are known as
the . B 2n< I :zansactions. Each transaction is
structured somewhat differently and involves different entities.
However, the end result of the varicus transactiocns is to create
large paper deductions for the taxpayer beginning in the taxable
vear H The factual backgrcund cf each transaction, as detailed
by the examining agent, is summarized as follows.

1. - Transaction
o . . c. B -ccuired

computer equipment from various manufacturers and other leasing
companies subject to existing net leases. The computer equipment
was subject to thirteen separate net lease agreements with end
users of the computers. The terms of the user leases expired at
various times becween NN N <hrough .
financed the equipment acquisition, in part, with nonreccurse loans
from several financial institutions. As of , the
amount of outstanding senior debt was $ and the amount of

junior debt was $ﬂe future rental payments from the
user leases totaled $ as of _“

On _ . sold the equipment, together with
the user leases to Trust I (Trust I), a
business trust. The beneficiary of Trust I was
Lease Associates, a partnership, whose partners were residents of
" the In addition to receiving the eguipment and user
leases, Trust I also acquired a secured nonrecourse Promissery note
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cf $_ and residuzl certificate of $_. The
price for the equipment and other assets totaled Sg

was paild as follows:

Assumpticon of Senior Financing $-
Equity Note

Nonrecourse Note =
Total $

The equity note was a secured promisscry note between Il and Trust
I, and was subordinate tc the senior financing. It was a
nonrecourse ncte payable from the proceeds of the user leases.

The S|l nonrecourse note was payable from the proceeds of the
other assets. '

On___, Trust I entered into a five year master
lease with [N T-us: I (Trust II), o (DD

pusiness trust. The beneficiary of Trust II was a partnership,

, whose partners were residents of the

. Pursuant to the terms of the master lease, Trust I
leased all the equipment to Trust II. Trust I also assigned all
of its rights, title and interest in the user leases tc Trust II.
The lessor rights were encumbered by and subject to the senior,
equity and nonrecourse notes mentioned above. Theée rental payments
owed by the end users were to be remitted to the lessor (Trust I}
in order to pay the senior financing.

urchase
, which

The monthly rental payment due under the master lease was
S :o: : period of M months for total rent of SEEGN.
In addition to the monthly rental payments, Trust II was required
to make a one time payment of SN to Trust I on January [}
B The master lease also provided that Trust II would owe Trust
I a2 specified bonus rental in the event the eguipment was
remarketed.

- 0On = =, Trust II also entered into a master
remarketing agreement with [JJJll. which authorized I to remarket
the equipment after the expiration of the initial user leases. The
agreement set forth the application of the proceeds from the
remarketing.

on I B, 7:usc IT sold its rights to receive the

future rental payments from the user leases o ..financial
institutions. Trust II received a total of § from the

financial institutions as a result of the sale. At the time of
sale, the future rental payments due under the various user leases
totaled S Under the terms of the lease purchase
agreements, the lease purchasers' scle remedy in the event of
cdefault in the payment of the user leases was to exercise the
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rights afforded to the original lessor with respect to default.
According to the examiner, there are no known agreements
guaranteeing payment to the lease purchasers in the event of
default by the end users.

As a result of the sale of the future rental payments, Trust
IT purportedly realized rental income of $ . This
income flowed to Trust II's beneficiary,
the partners of whom were residents of the and not
subject to United States income tax. Additionally, it is believed

that the prepaid rental income received by the I partners is
not taxable under the laws of the (NN

or [ NNGTGNGNGN

» Trust I refinanced the senior debt by

obtaining a loan from (H in the
amount of S|EGEG- was replaced as the senior lender for
the equipment. Trust I granted a pricrity interest to M for its
right, title and interest in the equipment, master lease agreements
and ex*sting user lease agreements. This refinanced debt was to be
repaid in monthly installments of SEEEEEEEEEEN DlUS 2 payment of

SHIEE - cr I - ronthly payment amounts

were equal to the monthly payments owed by Trust II to Trust I on
the master lease agreement. The master lease payments owed by '
Trust II to Trust I were required to be paid directly to R

The proceeds of S| ccceived from the sale of the user
lease were deposited into an escrowed certificate of deposit at
Trust II posted the deposit as
substitute collateral for its obligations under the master leass.
This new collateral replaced the user leases. The certificate of
deposit had a face valuea of $ on and a

maturity value of S|HIIIIENEGEGE - This deposit
was to be as collateral security by for the replacement debt.

Cn , I -:-cuted an exchange agreement
with Trust II and exchanged - shares of '
preferred stock and B shares of common stock to I cor

SHEEE --: SEEEEE :cscectively. In addition, [

exchanged || shares of preferred stock to Trust II for the
assignment of Trust II's remaining rights and obligaticns with
respect tc the master lease, user leases, the deposit of
$_ and the remarketing agreement. The preferred shares
were newly issued shares of Class A redeemable, nenveting,

noncenvertible preferred stock. The exchange of the preferred
stock was tax free under I.R.C. § 351.

The deposit of $_ was used by NIl to prepay the

master lease rental payments totaling SN The prepayment
was discounted to $§ The funds used to prepay the master
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lease agreement were deposited into an account at [ EEGEGEGEGE

in the . This deposit was held as
collateral security for the I replacement debt. Although || Gz
does not repcrt any rental income (since the prepaid rental income
was purportedly received by Trust II1), it claims deductions for the
rental expense of 3% cver a month periocd.

2. IS
on suly . I (B -cquired

computer eqguipment from manufacturers and other leasing companies
subject to thirteen existing user leases. These user leases had
expiration dates which varied between November [ z2nd June .
At the time of the purchase the future rental payments due on the
user leases totaled SHHIEEEEE. WM financed the equipment
acquisition in part by noenrecourse loans from several financial
institutions. These lcans consisted of senior debt of $

and junior debt of $_.

Oon July I, Bl s-1c the computer equipment and the

rights thereto to [ GGG -ust v (Trust V) for
$_.' Trust V is a Delaware business trust, the beneficiary
of which is an individual who resides in [l The purchase by
Trust V included all right, title and interest in the equipment and
Wwas subject to the user leases, senior liens and eguity note. In
addition to the eguipment, Trust V acquired the right to purchase
certain other equipment and the assignment of certain escrow
agreements. The escrow held $‘n funds for the senior
debt. The purchase price of $§ was paid in the following

Tmanner:

Assumption cf Senior Financing
Eguity Note

Cash

Total $

The senior debt was assumed by Trust V and was recourse to,
and secured only by, the egquipment and user leases. The rental
payments from the user leases were sufficient to pay the
installment payments due on the senior debt. Trust V did not assume
the junior debt. The equity note was a secured promissory note
between Il and Trust v, pavable by ||| . 1t had 2
subordinate security interest against the equipment, user leases,
purchase rights and escrow agreements.

on NI ircrediately upon purchasing the equipment
Trust V sold the equipment, user leases and purchase rights to -
Trust VI (Trust VI). Trust V retained the rights

tc the escrow agreements. Trust VI is a M business trust

~
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whose beneficiary 1s a resident of the _ The purchase

price for the equipment, user leases and purchase rights totaled
S, «:ich was paid in the following manner:

Installment Promissory Note (Trust VI) 3
Equity Note (Trust VI}
Cash

Caen, | g

The senior debt was not assumed by Trust VI. Instead, new
debt was issued and a purchase money security interest was granted
in the equipment, lesscr rights and purchase rights. The
installment ncte was subordinate to the prior liens. The equity
note between Trust VI and Trust V was due on i, but
was not paid until || | | ] M, :s ciscussed below.

Cn - B, 7:ust V also entered into a prime (master)

lease agreement with Trust VI. Pursuant to the terms of this prime
lease, Trust VI, as lasscr, leased all the equipment back to Trust
V. Trust VI (lessor) assigned all of its right, title and
interest in the user leases to Trust V. The rental payments fraom
Trust V to Trust VI were equal to the amounts to be received by
Trust V from the user leases. The term of the prime lease was also
the same as the length of the user lease terms.

_, the date on which it acquired the equipment,

On

Trust VI sold the eguipment to || G r- st Vi:
(Trust VII), a business trust. The beneficiary of Trust
VII is (M, 2 limited partnership. [ has

three equal partners, one of whom is a resident and the
other two are believed to be citizens of the United States. The

purchase price for the equipment, user leases and purchase rights
totaled S_ and was paid as follows:

Installment Promissory Note (Trust VII) 3

Egquity Note (Trust VII)

Cash

Total 3

The installment promissory note and the equity note were secured by
a security interest in the equipment, lessor rights, purchase
rights and master lease. The monthly principal and interest
payments on the two notes totaled $h- :

on - _, Trust VI also entered into a2 | vear master
lease agreement (wrap lease) with Trust VII. (Sale and leaseback).
Pursuant to the terms of this wrap lease, Trust VII, as lessor,
leased all the equipment back to Trust VI. Trust VII also assigned
all of the its right, title and interest in the user leases to
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Trust VI, including the right to receive rental payments. The
menthly rental payment owed by Trust VI to Trust VII for the master
(wrap) lease totaled SN the same amount.as the monthly loan
- payments owed by Trust VII toe Trust VI on the installment and
eguity notes.

on | M, T::st v, Trust VI and Trust VII entered into
separate remarketing agreements with [

on I B 7:ust VI sold its right to receive the
rental iaﬁents from Trust V under the prime lease to NG

(I for S (The Trust V payments
required by the prime lease were funded by the rental payments
from the user leases.) This amount was equivalent to the
outstanding balance of principal and interest due in connection
with the (3 face value) installment note from Trust VI to
Trust V. The proceeds from the sale of the prime lease rentals
were used by Trust VI to satisfy the installment note.

B Trust VI, Trust V and the junior lenders agreed to
release or subcrdinate their respective security interests in the
equipment to the rights of I} -had no recourse against Trust
VI for defaults by Trust V. [JJfs sole remedy in the event of
nonpayment of the prime lease rentals was to exercise the rights
afforded to the prime lease lessor upon default including the
right to re-lease the equipment.

As a result of this sale to I, Trust VI purportedly realized
taxable ordinary rental income of S| G ir This income
flowed through te Trust VI's beneficiaries; who were nonresidents
aliens and not subject tc United States taxes.

on I B --cut<¢ a0 exchange
agreement with |, T:rust VI and others. I is the varent -
company of I ovning I of its common stock. d
exchanged [l shares of preferred steck to NN to- s N
In addition, (MMM issued [ shares of preferred stock to Trust VI
and assumed Trust VI's equity note in exchange for Trust VI's
remaining interest in the master lease, prime lease, Trust VII
installment notes, remarketing agreement and lease purchase
agreement. This transaction constituted a tax free exchange under
I.R.C. § 351. On , I r=1d the equity note

of S -1us intersst to

One of the rights acquired by MM under the section 351
transfer was a loan due from Trust VII to Trust VI. The amount of
the loan, S 25 cqual to the rents due from [N to
Trust VII under the master lease. intends to deduct this
rental expense over a [l month period.




cC - I il Tz-N-7091-98 ) page 8

3. I

on I N B -ccuired computer egquipment from the
manufacturers subject to four existing user leases. The expiration
of the four user leases varied between - h
At the time of the purchase the future rental payments due

from the four leases totaled $ Bl financed the

equipment purchase in part by nonrecourse loans from || G
and . The amount of senior
debt was $ and the junior debt was S| tThe

examining agent has not identified the total amount paid for the
equipment by [

on I , sold the equiprent to |GG
(I . = partnership. The purchase
was subject to the user leases and the senior and junior liens.

The purchase price for the equipment and the lessor rights totaled
S =nc ~2s paid in the following manner:

$

Assumption of senicr loan
Short term promisscry note
Short term promissory note
Total $

B -:surccd the senior debt, but [l remained liable for
the junior debt. The senior debt was recourse only te, and secured
only by, the equipment and lessor rights. Rental proceeds from the
user leases were to be used to pay the installments due on the
senior debt. The two short term notes represented an obligation

owed to M from M :nd were payable by September |IEIEGN.

These notes were secured by a subordinated security interest in the
egquipment and lessor rights.

On M :hc cdate of its purchase of the equi ment,
re-scld the eguipment and lessor rightsﬁ
(R . is a partnership whose partner is
a éé partnership. The purchase
price for the equipment and lesscr rights was $h, which

was paid in the following manner:

Nonreccurse installment promissory note $
Promissory note
Total

$

The senior debt was not assumed by [}
issued whereby |l became indebted to [ for the amcunts of the

two notes. The installment note of $ was payable by |
in fixed semiannual payments of -$ with the first locan

payment being S|l znd the last payment being s The

Instead, new debt was
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total principal and interest due totaled S_. A security
interest was granted in the equipment and lessor riihts. The

promissory note of S| 725 due on . No
interest was payable if the note was paid on the due date.

- On -_, the date of the sale, _ entered into a
Bl ronth master lease with i whereby Esed all of the

equipment and user lease rights back to The rental
payments owed by I under the master lease consisted of
semiannual payments of S| ~ith the first payment being

o9 and the final payment being S| NN The payments owed
by to 1 under the master lease were equal to the payments
awed by to on the installment note. Therefore, no cash
was exchanged between the parties for the rent or installment note.

On -_, I changed i1ts business structure teo a

limited partnershi The new partnership was named
(- . succeeded to all rights

with respect to the BN - -ansaction.

' assigned the recourse note of
as payment for [ l's s note to K.
g, Bl -tcred into a section 351 transaction

with . At this time, the examining agents have no further
informaticn concerning this transaction.

and obligations of
Also, on '

$

Cn

On , assigned its entire interest in the
master lesase to Trust VI (Trust VI). The
examining agents have no further information concerning this
transaction. We understand that the agents are attempting to
obtain copies of the documents and agreements relating to this
transaction.

On B 1:usc VI sold its lessor rights to the

existing user leases to two financial institutions, [ IG@;@ 2nd
, for S . The purchasers

acquired the rights to the future rental payments from the user
leases. The cash payment received from the sale was used to
discharge the senior debt. The lease purchasers had no recourse
against the sellers in the event of default by the end users. The
purchasers' sole remedy in the event of default was to exercise the
lessor’'s rights with respect to default, including the right to re-
lease the equipment.

On _, executed an exchange agreement
with Trust VI, Trust I and , its parent corporation.

This exchange agreement involved both the transaction and

the M transaction (discussed above), along with another
transaction not discussed herein ( ) . Trust VI was the
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and [ tzansacticns. As mentioned in the
exchanged B shares of preferred stock to
In addition, | M iss5ued B shares of
equity
and
user

assignor for the
discussion,
iiiill. for S
preferred stock to Trust VI and assumed a portion of the
note in exchange for Trust VI's remaining interests in the
B -ransactions, including the I master lease,
leases, the M installment note, lease purchase agreement and
remarketing agreement. This transaction censtituted a tax free

exchange under I.R.C. § 351. on [ NN . paid a

portion of the recourse promisscory note.

One of the rights acguire in the section 351 transaction was a
lean from I/ to h This loan was transferred to Trust
VI and then to . The amount of the loan, $ was
equal to the rents due from I o I dcr the master

lease. Fintends Lo deduct the rental expense owed to
over a month peried.

The examining agent has requested our advise concerning
whether the purported sales of the future rental income to the
third parties may be recharacterized as a financing arrangement
rather than a bona fide assignment. If a recharacterization is
appropriate, the rental income would not be accelerated since the
funds received from the assignment wculd be considered loan
proceeds and not income. As a result, the rental income would be
reportable by the taxpayer as the rental income accrues. This

would eliminate the large paper losses claimed by the taxpayer.

DISCUSSION

- Whether a transaction is treated as a sale or a secured
financing for federal income tax purposes depends on the substance
of the transaction, not its form. Higgins v. Smith, 308 U.S. 473,
477~78 (1940); Estate of Stranahan v. Commissioner, 472 F.2d 867,
869 (6% Cir. 1973), rev'qg T.C. Memo. 1971-25C. The substance of a
transaction is determined by analyzing the facts surrounding the
transfer and the type of asset involved. Estate of Stranahan v,
Commisgiconer, 472 F.2d at 870-71. The labels, semantic
‘technicalities, and formzal written dcocuments do not necessarily
control the tax ceonsequences of a given transaction. Hgouchins v.
Commissioner, 79 T.C. 570, 58¢% (1%82).

In discussing the paramount importance of considering the
economic realities of a transaction, the Supreme Court in Frank
Lvons Co. v. United States, 435 U.S. 5361, 572-573 (1978) stated as
follows:

In a number c¢f cases, the Court has refused to permit the
transfer of formal legal title to shift the incidence of
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taxation attributable to ownership of property where the
transferor continues to retain significant control over
the property transferred. (citations omitted). In
applying this doctrine cf substance over form, the Court
has locked tc the objective economic realities of a
transaction rather than to the particular form the
parties emplcocyed. The Court has never regarded "the
simple expedient of drawing up papers," ... as
controlling for tax purposes when the objective economic
realities are to the contrary. "In the field of taxation,
administrators of the laws and the courts are concerned
with substance and realities, and formal written
documents are not rigidly binding." Helvering v. Lazarus
& Co., 308 U.3. at 255, 60 S.Ct. at 210.

The term "sale" is given its ordinary meaning for Federal
income tax purposes and i1s generally defined as a transfer of
property for money or a promise to pay money. Commissioner v.
Brown, 380 U.S. 563, 370-571 (1965). In deciding whether a
particular transaction constitutes a sale, the question of whether
the benefits and burdens of ownership have passed from seller to
buyer must be answered. Falsetti v. Commissicner, 85 T.C. 332
(1980) . For purposes of Federal income taxation, & sale occurs upon
the transfer of the kenefits and burdens of ownership rather than
upon the satisfaction of the technical requirements for the passage
cf title under state law. Grodt & McKay Realty, Inc. v,
Commissiocner, 77 T.C. 1221, 1237 (1981l). The questicon of whether
the benefits and burdens of cwnership have been transferred is
essentially one of fact to be ascertzined from the intention of the
parties as evidenced by the written agreements read in light of the
attendant facts and cilircumstances. Hazggard v. Commissioner, 24
T.C. 1124, 1129 (1955), aff'd, 241 F.2d 288 (9™ Cir. 1956).

Various factors which have been considered by the courts in
making a determination as to whether a sale occurs were summarized
in Grodt & McKay Realty, Inc. v. Commissicner, 77 T.C. at 1237~
1238. Among the factors to be considered in making this
determinaticn are: (1) whether legal title passes; (2) the manner
in which the parties treat the transaction; (3) whether the
purchaser acquired any equity in the property; (4) whether the
purchaser has any control over the property and, if so, the extent
of such control; (3) whether the purchaser bears the risk of loss
or damage to the property; and (6) whether the purchaser will
receive any benefit from the operation or disposition of the
property. When the transfer involves the right to receive future
rental payments, factors 2, 5 and 6 become relevant to the inguiry.

The most -important factor is whether the assignee bears the
risk that the lessee will not make the future lease payments. See,



cc I - T -V-7051-98 page 12

Estate of Strapnahan, 472 F.2d at 870-871 (holding that an

assignment of future dividends was a sale even though assignee's
only indicia of ownership was the siight risk that he would not
recelve the dividend income). When the assignment involves the
right to receive future income in exchange for consideratiocn, the
cocurts have usually treated the transaction as a2 sale when the
assignee bears the risk that the anticipated income will nct be
paid. Similarly, when the assignee 1s certain that it will be fully
repaid, that certainty is characteristic of a loan. Mapge, Inc. v.
United States, 55%6 F.2d 1107, 1110 (Ct. Cl. 1%977}). The courts
have found certainty of repayment to the assignee if the assignee
recelves a security interest in the property generating the future
income or the assignor guarantees that the amounts due will be
paid. Watts Copyv Systems v. Commissigner, T.C. Memo. 1994-124.

The Tax Court has sustained the Service's recharacterization
of rights to future income as secured financing. In Martin v.

Commissioner, 56 T.C. 1235 (1971), aff's, 469 F.2d 1406 (5% Cir.

1972), the taxpayer was a member of a partnership which owned an

. apartment building from which it received rental income during 1965

through 19€7. The taxpayer was alsoc a member of another
partnership which sustained a substantial loss during 1%66. 1In
order to accelerate the rental partnership's income to absorb the
loss from the other partnership, the taxpayer cause the rental
partnership to assign its 1967 rents to a third party in return for
a lump sum payment of $225,000. This payment, with a secondary sum
of 7% of the unpaid balance of the primary sum, was te be paid to
the buyer in the following year or years solely from the assigned
rents,

The taxpayers in Martin contended that the $225,000
constifuted proceeds from the 1966 sale of the rental income.
Conversely, the Service argued that the transacticn was in
substance a lcan, with which the Court ultimately agreed. In
reaching that conclusion, the Court applied the assignment of
income doctrine. According to the Court, "fi}lncome from property
1s taxable to the owner of such property, and a mere assignment of
the right to receive such incecme is not encugh to relieve the
assignor of the tax." Martin, 56 T.C. at 1239, citing Helwvering v.
Horst, 311 U.S. 112 ({1940), Additieonally, the Court further held
that the transaction was "purely and simply a device to avoid the
preoper taxation of the {taxpayers]." Id. at 12&0.

To establish that an assignment is a secured financing, it is
necessary to show that (1) the assignee received a security
interest in the leased equipment, (2) the assignor expressly
guaranteed the payment of the future income, or (3) the assignor
implicitly guaranteed the payment of the future ilncome. An
implicit guarantee may arise because the assignor agreed to
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.repurchase any lease in default. An implicit guarantee may alsc
exist if the assignor provided the assignee with indirect
collateral. For example, in Mapco, the court found an indirect
guarantee of repayment where the assignor purchase certificates of
deposit with maturity dates coinciding with the expected dates for
repayment of the amount borrowed from the assignee bank.

In this case, the facts do not appear to support
recharacterizing the lease assignments as financing arrangements.
There exists n¢ indication that the assignee received a security
interest in the leased equipment or that the assignors either
expressly or implicitly guaranteed payment of the future user
rental payments. The various lease purchase agreements inveolved
herein specifically provide that the lease sales are made without
reccurse to the respective sellers. This indicates that the lease
purchasers assumed the risk in the event ¢f default by the end
users, We are unable to identify any agreement whereby the sellers
guaranteed payment of the rental income to the lease purchasers or
provided the purchasers with a security interest in the eguipment.
Without evidence that the lease purchasers did nct bear the risk of
loss resulting from the sale of the leases, we are unable to
recommend that the transaction be recharacterized.

In order to pursue this issue further, additional factual
development is necessary. The examining agent should obtain copies
cf all Uniform Commercial Code filings to ascertain whether any
security interests were received by the lease purchasers in the
equipment. The examiner should alsc attempt to establish whether
any assurances were given to the lease purchasers regarding
collection of the future rents and whether the lease purchasers
would somehow be indemnified in the event of less. If additional
facts are developed tc indicate that the lease purchasers did not
bear the risk of loss from the end users, that information shculd
be submitted to this office for further reconsideration of this

issue.

If you have any questions in this matter, please contact -

B o -his office at .
I

Associate District Counsel




